Sandra L. Wagner $BC Communications Inc.
Director - 1401 I Street, N.W.
Federal Regulatory Suite 1100
Washington, D.C. 20005
: Phone 202 526-8860
January 18, 1995
EX PARTE OR LATE FILED
Ex Parte
. RECEIVED
Mr. William F. Caton
Acting Secretary Ta*
Federal Communications Commission UAN 1&6 5
1919 M Street, N.-W., Room 222
4 ; TIONS COMMISSION
Washington, D.C. 20554 PN P OF SCRETARY
RIGINAL
Re o Rovion, DOCHETELE GOPY ORIG

Dear Mr. Caton:

Attached for inclusion in the record of the above captioned proceeding are letters
to Karen Brinkmann, Special Assistant to Chairman Hundt; Rudolfo Baca, Legal
Advisor to Commissioner Quello; Lauren Belvin, Senior Legal Advisor to
Commissioner Quello; James Coltharp, Special Advisor to Commissioner Barrett;
Richard Welch, Legal Advisor to Commissioner Chong; James Casserly, Senior
Legal Advisor to Commissioner Ness; and Richard Metzger, Deputy Bureau
Chief-Operations, Common Carrier Bureau. Also attached is the document that
accompanied each letter. The letters were delivered today, January 18,
referencing the LEC Price Cap Review.

We are submitting two of copies of this notice in accordance with the
Commission’s rules governing ex parte presentations.

Please stamp and return the provided copy to confirm your receipt. Please
contact me should you have any questions.

Sincerely,

d W%v [{)ahk-/

Attachments

cc:  (Ex parte note only)

Karen Brinkmann Richard Welch
Rudolfo Baca James Casserly
Lauren Belvin Richard Metzger

James Coltharp

No. of Copies rec'd &@l/ Z
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Sallie L. Westbrook SBC Communications Inc.
Managing Director - 175 E. Houston Street
Investor Relations Room 8-A-50

and Shareowner Services San Antonio, Texas 78205

Phone 210 351-2100
Fax 210 351-2071

(ﬁamuaw 17,1995 RECE’VED

UAN'1.8 1995
Ms. Karen Brinkmann
Special Assistant to Chairman Hundt 'm“&gmmmm
Federal Communications Commission SECRETARY
1919 M Street, N.W., Room 814
Washington, D.C. 20554

Dear Ms. Brinkmann:

On January 3, 1995, an articie appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Pheips, but also with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, | stated that the external investment community is concerned about
the uncertainty created by reguiation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | also
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Attachment
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Sallie L. Westbrook SBC Communications Inc.
Managing Director - 175 E. Houston Street
Investor Relations Room 8-A-50

and Shareowner Services San Antonio, Texas 78205

Phone 210 351-2100
Fax 210 351-2071

January 17, 1995

Mr. Rudoifo M. Baca

Legal Advisor to Commissioner Quello
Federal Communications Commission
1919 M Street, N.W., Room 802
Washington, D.C. 20554

Dear Mr. Baca:

On January 3, 1998, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Pheips Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recail, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | aiso
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

st 7 i
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Sallie L. Westbrook SBC Communications Inc.

Managing Director - 175 E. Houston Street
Investor Relations Room 8-A-50
and Shareowner Services San Antonio, Texas 78205

Phone 210 351-2100
Fax 210 351-2071

January 17, 1995

Ms. Lauren J. Beivin

Senior Legal Advisor to Commissioner Quello
Federal Communications Commission

1919 M Street, N.W., Room 802

Washington, D.C. 20554

Dear Ms. Belvin:

On January 3, 1995, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | also
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consgistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

Sotli 7. &)w“mQ/L
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Sallie L. Westbrook SBC Communications Inc.
Managing Director - 175 E. Houston Street

Investor Relations Room 8-A-50

and Shareowner Services San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

January 17,1995

Mr. James R. Coltharp

Special Advisor to Commissioner Barrett
Federal Communications Commission
1919 M Street, N.W., Room 826
Washington, D.C. 20554

Dear Mr. Coltharp:

On January 3, 1995, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | aiso
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implementsd would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

Sutls g Lt _

Attachment
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Sallie L. Westbrook SBC Communications Inc.

Managing Director - 175 E. Houston Street
Investor Relations Room 8-A-50
and Shareowner Services San Antonio, Texas 78205

Phone 210 351-2100
Fax 210 351-2071

January 17, 1995

Mr. Richard Weich

Legal Advisor to Commissioner Chong
Federal Communications Commission
1919 M Street, N.W., Room 844
Washington, D.C. 20554

Dear Mr. Welich:

On January 3, 1995, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions | offered to the
Commiission in the context of the LEC Price Cap Review.

As you may recaill, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | also
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were impiemented would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

ok /.Q/QM

Attachment
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Sallie L. Westbrook SBC Communications Inc.
Managing Director - 175 E. Houston Street

Investor Relations Room 8-A-50

and Shareowner Services San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

January 17, 1995

Mr. James Casserly

Senior Legal Advisor to Commissioner Ness
Federal Communications Commission

1919 M Street, N.W., Room 832
Washington, D.C. 20554

Dear Mr. Casserly:

On January 3, 1995, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &

Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | also
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

§,@egof.a/.,.7£/£~
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Sallie L. Westbrook SBC Communications Inc.

Managing Director - 175 E. Houston Street
Investor Relations Room 8-A-50
and Shareowner Services San Antonio, Texas 78205

Phone 210 351-2100
Fax 210 351-2071

Cﬁ January 17, 199§

Mr. A. Richard Metzger

Deputy Bureau Chief-Operations
Common Carrier Bureau

Federal Communications Commission
1919 M Street, NW., Room 500
Washington, D.C. 20654

Dear Mr. Metzger:

On January 3, 1995, an article appeared in Communications Daily which caused me
concern. The article, entitied “Telephone Companies Weather Competition, Retain
High Credit Ratings,” suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &
Phelps Rating Agency.

My concern with this article is twofold. First of all, | disagree with the article’s
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this assessment is inconsistent not only with prior opinions
expressed to me by Duff & Pheips, but aiso with the opinions | offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, | stated that the external investment community is concerned about
the uncertainty created by regulation, especially as it pertains to the ability of
regulatory policy to keep pace with increasingly competitive market conditions. | also
expressed my opinion that failure by regulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consistent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, | read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. | am now satisfied that the opinions of Duff & Phelps are
consistent with the opinions | have presented to the Commission. | am certain that,
after reading Mr. Stork’s complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

é;@gi 7 ot
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Duff & Phelps Credit Rating Co.
Telecommunications Ratings Group

PeCIAL REPORT

Competitive Risk Analysis:
Telecommunications
as Industrials

Telecommunications Firms' Financial Performance
Continues to Approach the Level of Industriais

ompetitive pressures are rapidly increasing
C within the local exchange telephone industry.

As business risk grows, the financial perfor-
mance of the industry will have to strengthen in order
to maintain credit quahtv

This report looks at the level of financiai perfor-
mance required to maintain a given level of credit
quality in fullv competitive industries, and then com-
pares that to the current financial performance of the
telecommunicanons industry. Because of the strong
financiai pertormance ot the telephone mndustrv in re-
cent vears, the median credit protecion measures ot
the telephone companies have grown increasingiy
closer to the median credit protection measures gen-
erated by simuiiarly rated industriai companies.

We then compare the rejative ieveis of business risk
between the telephone industry and 22 other indus-
tries. We do this by an in-depth analysis of the voiatil-
ity of earnings and cash flow for these industries over
the past fifteen vears.

We aiso analvze the level of competitive threats
that the telephone industrv will face in the future as-
suming a fullv competitive environment. and com-
pare this to the level of competitive threats faced bv
tvpicai industmal companies. Although business nisk

mult the hnamalpemmanceofﬁunhphonem-
dustry will not have to be as high as the financial per-

formance of most industrial companies in order to
maintain a gwen credit rating. We bejigve that fey-

telephone ¢ anies to continue to modestly_im-
prove i 1al_perto ong-term.
Those comparues that remain comumitted to maintain-
ing credit quality should be able to do so, even in an
increasingly competitive environment.

However, we also note that less than 10% of the
companies in our industrial universe are rated ‘AA-’
or higher. In contrast. approximately 60% of the com-
panies in our telecommunications universe are rated
‘AA-’ or higher. As the regulatory incentive to main-
tain strong equity ratios disappearsina fully competi-
tive environment, the willingness of the telecommu-
nications companies to maintain current strong levels
of financial performance will become an increasingly
important credit rating factor.

October 1994

CHICAGO
NEW YORK
LONDON

of®

James J. Stork, CFA
Group Vice President
(312) 368-3125
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Dutt & Pheips Credit Rating Co. oP

I Financial Performance in a Competitive Arena

As competitive bampiers have come

LOIMY

!%%l exs_%ngg telephone companies
1LECs). The fear is that compention
E——

rrom the long distance carriers. com-
penitive access providers (CADPs), cable
TV comparues and wireiess companies
will resuit in revenue losses. lower
profit margins, deterioration in finan-
cial pertormance and lower credit
qualitv.

1 in some cues ra
However.
Js we argued in our August 1993 in-

treann

Justrv report.
Cumpentive Environment.”
lieve the LECs have a number ot com-
petitive strengths that should allow for

maintenance of credit quality despite |

increasing business risk. These tactors
include:

| the ability to continuaily drive
operating costs lower:

8 strong internal cash funding that
allows for maintenance ot conservative
capital structures despite heavv capitat

inglv concernea about the {Noagl of
- - v ot

“Credit Trends in a .
we be-

|
|

expenditures:

B revenue growth from new ser-
vices:

® alternative regulatorv plans that
have provided incentives tor aggres-
sive cost cutting by allowing the LECs
to keep some of the benents ot reduced
expenses;

® the abilitv to shift capital spend-
ing from conversion to digital central
office switches and impiementaton ot
Signaling System Seven capabilities to
the construction of fiber-intensive.
broadband networks without causing
a sizable increase in capital spending
levels.

As a resuit of these strengths, we
argued in our August 1993 report that

the LECs would.be abie o improve

year. and we expect these trends to -

continue over the next several vears.
As can be seen in Table 1, the financial
performance of the telecommunica-
tions industry has improved signifi-
cantty in the past five vears. (For defini-

tions or all ratios rercrenced in this report.
sce the sulebar cciow). This rapid
strengtnerung of financiai performance
(i.e.. lowering or financial risk) has
helped otfset the increases in competi-
tive threats and resuited in stable credit
qualitv trends.

The critical question that we will
address in this report is: To whatextent
does the quannitative financial perfor-
mance ot the LECs have to improve
further to maintain credit qualitv in the
face of continuing increases in compe-
tition and business risk? It is one of the
fundamental tenets of credit analvsis
that higher business risk must be offset
bv lower tinanciai risk if credit quality
is to be maintained. That is why a steel
company reguires much higher quan-
titative perrormance to mamtain a
given credit raang than a unlity com-
pany does. The steel company's earn-
ings and cash flow are far more volatile
than are those of utility companies.
Therefore, the steel company requires
a greater financiai cushion to maintain
a given credit rating. Table 1 shows the
application of this principai in practice.

[n general. the financial perfor-
mance of the industrial companies ina

Definitions of Key Terms

EBITDA/Interest (X) = Net earnings before interest,
taxes, depredation and amortzation divided by gross in-
terest expense.

EBITDA Margin (%) = Net earnings before interest,
taxes, depreciation and amortization divided by totai rev-
enues.

EBITDA/Total Capital (%) = Net earnings before inter-
est, taxes, depreciation and amortization divided by the
sum of total long-term and short-term debt. preferred eq-
uity, and common equity.

EBITDA/Total Debt (%) = Net earnings before inter-
est. taxes, depreciation and amortization divided by total
long-term debt and short-term debt.

Fixed Charge Coverage (X) = Net earnings before in-
terest and taxes plus the estimated interest component of
off balance sheet fixed obligations divided by gross inter-

est pius the estimated interest component of off
balance sheet fixed obligations.

Pretax intevest Coverage (X) = Net samings before in-
terest and taxes divided by gross interest expense.

Our industrial anaiysts have typically focused their fi-
nancial risk anaiysis on fixed charge coverages, as opposed
to pretax interest coverage, which is more commoniy used
in utility anaiysis.

A fixed charge coverage adjusts the pretax interest cov-
erage for the impact of off balance sheet items such 2s op-
erating leases. Duff & Phelps Credit Rating Co. assumes
that the interest component of operating leases is equai to
one-third of anrmal ing jease expense (one-third rent
expense). Because these off balance sheet items-have:
tended to be minimai within the telecommunicationa in-
dustry, we have historicaily focused on the pretax interest -
coverage in our analysis.

Within the electric utility industry, however, off balance .
stmetxtenusudtupm:handpowetand =
lease obligations can have a significant impact on the credit: -
quality of an electric utility: Theretore, our ardyuéﬁ'e,
electrics has aiways focused on an adjusted pretax intevest
coverage, essentiaily the same as a fixed charge coverage..

For comparative purposes reiative to the industrisis. we-
havealcnhndﬂuﬁmddwgemvmgeforﬂdhuh-
commmications that we follow in Table: We ~

have also shown the EBITDA. hmrcumﬂ
EBITDA to Total Debt by rating category.




Median Levels of Financial Performance by Rating Category

Rating Category EBITDA/Interest Fixed Charge Coverage
(Sample size) 1993 1992 1991 1990 1969 1993 1992 1991 1990

AAA

Telecomun. (7) 12,5 109 95 100 99 64 59 48 51

industrials (2) 515 340 238 251 300 17.7 14.1 11.2 128

AA+

Telecomm. (8) 113 10.5 96 94 89 58 48 43 44

Industrials (3) 123 1.3 99 6.6 11.8 64 6.3 57 54

AA

Telecomm. (7) 10.3 89 8.4 85 82 51 4.4 43 43

Industrials (5) 14.0 12.1 125 10.0 10.3 72 6.0 6.9 64

AA-

Telecomm. (5) 9.6 87 9.1 85 87 4.6 42 45 4.7

Industrials (3) 18.7 126 11.2 209 14.0 66 48 6.1 53

A+

Telecomm. (8) 8.1 7.5 68 7.2 75 3.7 41 35 36

Industrials (15) 9.0 77 57 64 82 49 34 39 37

A

Telecomm. (5) 76 74 64 6.7 6.2 36 33 28 3.2

nduslinals (17) 73 75 66 50 45 44 39 37 38

A-

Telecomm. (2) 6.2 54 50 56 70 27 24 24 28

ndustrials (12) 50 46 51 45 52 24 26 26 25

8688+

Telecomm. (1) 6.2 59 53 50 52 2.8 2.3 22 20

Industrials (18) 51 46 39 41 50 28 24 2.2 26

888

Teleconm. (1) 59 52 4.7 55 41 24 2.1 1.9 26

Industrials (13) 39 41 34 44 37 23 24 18 22

B8B-

Telecomm. (2) 6.1 33 25 24 22 34 1.9 14 1.3

Industrials (16) at 28 23 26 3.2 1.7 15 13 15

Data: Compusiat Caiculations: Dult & Phelps Credil Rating Co.

1989

51
15.0

4.1
7.2

4.3
66

42
42

34
49

28
35

33
30

24
26

-
O

EBITDA/Total Debt

1993 1992 1991 1990
97.2 849 83.2 83.9
2250 2250 2000 183.0
784 739 708 748
1000 1110 1000 1111
735 724 686 722
111 1000 1250 909
713 766 712 754
1429 909 769 5000
649 617 569 594
697 556 563 667
587 586 555 556
556 583 588 625
473 460 426 6.1
477 436 420 500
56.7 550 5106 BE Y
477 477 400 426
40.8 35.9 309 36.7
385 435 294 445
3.1 300 282 228
279 263 239 233

1989

86 0
225.0

735
166.7

122
i

74.7
250.0

64.8
714

549
690

553
52.6

4h.7
526

329
526

279
339
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+ Telosommumcstions as industriais

ziven rating categorv is higher than the
rinancial perrormance of the telecom- .

munications companies.

What s interesting to note is that the

median quantitative measures of pro-
tection tor the telecommunications
compartes are in manyv cases aiready

very near, or even above. the levels re-

quired for simiiarly rated industriai

companies. For example, the 1993 me- :

dian EBITDA interest coverage ratio
and EBITDA to Total Debt ratio for the
‘A’ rated telecommunications compa-
nies are higher than the median ratios
tor the ‘A’ rated industmals (7.6X vs.
73X and 59% vs. 36%, respectiveivi.
There are numerous other examples
where the telecommunications
Jquantitatives are near or above the
Jquantitatives or the similarly rated in-
Jdustrial companies.

Investors can draw several other
conciusions trom Table 1. Thedifferen-
tial between the ratios of similarlv
rated industriali and telecommunrica-
tions comparnues has narrowed in the
past five vears because of the soiid fi-
nancial performance of the telecom-
munications industry during that time.

E E%\ISU'V was IE

t1s also noteworthy that the gap
between the tinancial perron'nances ot

l

the two groups of companies is wider
in the higher raang categories. In the
‘BBB’ rating category. the median 1993
financial perrormance or the telecom-
munications companies was, without
exception. stronger than the median
1993 financial pertormance of the in-
dustriais. as measured by the three ra-
tios shown in Table 1.

What this dichotomv suggests is
that the hurdie to maintain a 'AA’ or
‘AAA’ rating in a competitive industry
is quxte hlgh. As the competitive

cu However. the telecom-
murucations companies that are rated
in the 'BBB’ categorv have alreadyv ex-
perienced a dramanc increase 1n the
voiatility ot their operations.

{t is important to note that the
sample of telecommunications compa-
nies rated ‘BBB’ is smalli (there are oniy
four companies spread across the three
gradations). Two companies (Sprint
Corp. and IDB Communications) gen-
erate a large portion of their operating
cash flow trom the fully competitive
! long distance business; the other two
(Centel and Telephone and Data Sys-
tems) have made significant invest-
ments in the relativelv more volatile
cellular industry.

LI Business Risk in a Competitive

To what extent is further financiai
performance improvement required to
maintain the credit quaiitv of the
higher-rated telecommurucations com-
panies in the face of increasing compe-
tition? To answer that, we need to ex-
plore the differences in business risk
between the telecommunications com-
panies and the average industrial com-

0 ; work of Michaei
Porter, an acknowledged expert on | of and on capital investment), the cash

competitive strategies, is useful in

entindustries. Porter has described the
five basic competitive forces as (1) Ease
of Entry and Exit, (2) Rivairy Between
Existing Competitors, (3) Pressure
from Substitute Products, (4) Bargain-
ing Power of Buyers and (5) Bargaining
Power of Suppliers.

Using Porter’s five forces as 3 gen-
eral guide, we can compare the%som-
petitive position of the telecommunica-
tions companies with steel producers.
Historicaily, one factor was of over-
whelming importance when assessing
the competitive nature of the telecom-
munications industry: government
policy as a barner to entrv. As a resuit
of the reguiatorv mandate that pre-
vented competition and essentially
guaranteed the industry recovery of its
operating expenses tincluding a retum

flow volatilitv and theretfore business

comparing the business risk of differ- | risk of the locai exchange telephone n-

*4
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Our ratings currently reriect the
higher business risk of the long dis-
tance and cellular industries. The re-

- sults of these comparues aireadv com-

pare quite well with the kind of aver-
age tinancial performance that is re-
quired for an industnal company to be
rated within the 'BBB’ category. These
‘BBB’ rated telecommunications com-
panies do not need to generate increas-
ingly stronger financiai performance to
maintain their current ratings. Any
continued improvement in quantita-
tives will likely resuit in upgrades.

We believe the median financial
performance of the telecommunica-
tions companies in the ‘BBB’ category
also highlights our concern about the
credit ratings of the cable TV compa-
nies. Among the cabie TV companies.
ontv TCI and Time Wamer carry in-
vestment-grade ratings. Yet the finan-
cial performance of TCl and Time
Wamer as measured by the three ratios
shown in Table 1 is well below the me-
dian financial performance of the ‘BBB’
rated telecommunications and indus-
trial comparues. As the two industries
begin to compete directly, the level of
business risk faced by cable TV compa-
nies and telecommunications compa-
nies will become increasingiy similar.
As a result, the financial performance
of the cable TV industry is going to
have to improve if credit ratings are to
be maintained.

Arena

dustry was quite low.

But let’s look at the telecommunica-
tions industry assuming there are no
regulatory restrictions on competition.
Even in a fully competitive telecom-
munications envirorunent, the barriers
to entry will remain quite high. The
capital investment required to enter
the local exchange market is huge as
are the potential economies of scale.
LECs today have the ultimate in secure
distribution channeis — they own the
distribution channel (the local loop).
Competitors can build a similar distri-
bution channei (cable TV and wireless
networks), but oniy at high cost. The
industry is insulated from competition
from imports. You can't build a locai
telephone network with cheap labor in
Asia and ship it to a high-cost area in
the United States. Brand identification
is very high, although potential com-
petitors such as AT&T and MCT have
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-trong brandas of their own.
switching costs are high. To use a
competitive access provider as a locai
carrier. the end-user currentiv is re-
Juired to change his phone number.
In the future. number rortapility
will allow a customer to choose an-
ather local carrier without cnanwing
his/her phone number. This wiii sig-
nricantiy lower switching costs.
.ombination ot al
mentioned above ieads n :
that there wiil re num-
ber or compentprs, The LECs. bv therr

~ize, wiil remain the most siznincant
torce i the local exchange business in
the same manner that AT&T is the
MOSE sinInCant torce m the ony dis-
tance ndustry.

The bargaming power or buvers
Sbusmesses and consumers) aiso suy-
Zests relativetv low compentive rorces.
N0 one customer ias sigmincant oar-
sagung power over the LECs because
virtually every business and home nas
a phone.

In only a few businesses (such as
telemarketing) is the cost ot telecom-
munications service a signifricant cost

ot doing ousiness. iMpiving that cus-
tomers nave tttle leverave. in aadition,
telecommunications spending by con-
sumers is a smail portion ot total
housenold expenaitures. Ve beiieve
most consumers view telecommunica-
tions service as a bargain reiative to the
value added to their businesses or their
personal lives.

The T L.
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Let's contrast that with the steel in-
Jdustrv. Although the steei industry
Joes have large capital barriers and
large economies or scale, brand identi-
fication 15 low as are switching costs.
tThe growth ot minimiils has proven
that the caprtal barners to entrv in this
business are not as high as thev once
were.)

wdditionaily, steet is a commodity
that can be provided by any numoer of
companies through open distribution
channeis. There are a large numoer of
competitors in the industry. with no-
one dominant company. Steel faces

Telocommunications as industriais ¢

connnuai threats from supstitute prod-
ucts such as aiuminum and piastic.
An important negative compentive
issue is the strong bargaining power ot
the automotive companues. the largest
buver of steel products. Steel is a large
part of the cost of their product (al-
though this is becoming iess true) and
so they are extremely mouvated to get
the best price possible. [ndustry
growth is siow and the dependence on
the auto and construction industnes
leads to high economic cvclicalitv. This
anaivsis suggests that the compettive
threats and business risk within the
steel industrv are well above average.
Althoughh business risk analysis
empioys a relativelv high level of sub-
jective judgment. some ot the major
business risk factors can be quantified.
At its most basic level. business nsk
analysis attempts to understand the
volatilitv ot earnings and cash tlow of
a companv or an industrv. Theretore.
we have undertaken an extensive
anaivsis of the volatility of different in-
dustries using severai key statisticai
measures.
Table 2 explores the historical vola-

_ Coefficient of Variation
% 1979-1993
‘ % Change | Fixed Charge ‘ Pretax interest | EBITOA/
Incustry EBITDA Coverage | Coverage | Total Capital
(samove size) Coefficient + !naustry Coefficient | Industry Coelfficient | indusiry Coefficient :
Health Care (30) 0.32 ! FoowBeverage 0.08 | Fooa/Beverage 0.09 | Food/Beverage 0.05 i
Food/Beverage (23) 0.50 | Diversified Ingustnals 0.10 | Diversirea Industnals C.11 | Clothing 006 |
Media (17) 0.72 | Electnc Utility 0.11 | Electne Uttty 0.11 | Retai 0.09
Clothing (11) 0.78 | Clothing 0.13 | Clothing 0.13 | Consumer 0.09
Electric Utility (24) 0.81 | Retal 0.18 Electricai Equipment 0.16 | Diversified Industnais 0.09
| Telecomm. (11) 0.82 | Electncat Equipment 0.17 | Retail 0.17 | Electne Utility 0.10
~ Services (18} 0.84 | Services 0.19 | Chemica 0.22 | Heaith Care 0.10
1 Retail (38) 0.92 | Telscommunicauons 0.19 | D&P Comoosite 0.22 | Services 0.1t
i Electrical Equip. (16) 1.17 | D&P Composite 0.20 | Services 0.22 | Electncal Equipment  0.11
i AerospsDefense (12)  1.19 | Chemicai 0.20 | Telecommunicaions  0.24 | D&P Composie 0.1
D&P Compostte’ (406) 1.36 | Aerospace/Oefense 0.22 | Machinery 0.25 | Transportation 0.12
. Consumer Prod. (20 1.48 | Consumer Products 0.23 | Consumer Products 0.26 | Aerospace/Defense 0.13
i Transponation (16) 1.69 | Health Care 0.24 | Heaith Care 0.28 | Chemical 0.13
' Homebuild./Fumnish. (13) 1.93 | Machinery 0.25 | Nalurat Gas 0.28 | Natural Gas 0.14
Chermucai (19) 1.89 | Natural Gas 0.28 | Transporation 0.28 | Telecommunicatons  0.16
Naturai Gas (15) 2.28 | Transponation 0.29 | Aerospace/Defense 0.29 | Qi 0.16
i Diversified Ind. (21) 2.31 | Paper 0.35 | Computer Sys./Software 0.36 | Machinery 0.18
i Autos/Trucks (13) 2.38 | Comm.Qffice Equip. 0.36 | Paper 0.36 | Media 0.18
| Comm.Office Equip. (10) 2.56 | Computer Sys./Software 0.36 | Comm.Office Equip.  0.43 | Paper 0.20
i Paper(1n 2.96 | Media 0.38 | Qi 0.43 | Homebuild/Fumishing 0.21
! Machinery (21) 3.33 | Qi 0.38 | Media 0.44 | Computer Sys./Software 0.23
| Computer Sys/Soft. (21) 3.37 | Homepwid/Fumising 0.42 | Homebuid/Fumishing 0.49 | Comm.Office Equip. 025
! Metais (19) 417 | Metals 0.76 | Metais 0.79 | Autos/Trucks 0.37
. Qil (29 115.20 | Autos/Trucks 0.82 | Autos/Trucxs 0.83 | Metals 0.42
| “Exclucies siectnc ubities ana reiscommunicanions comoanies Data: Comoustat Calcutations: Dulf & Pheips Credit Rating Co.
- e ey
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tility exhibited byv different industries.
The methodology that we used in com-
piling Table 2 is described more ruily in
Appendix A on page 9.

In Table 2. we have ranked indus-
tries by the coetficients of varation
over the past 15 vears tor four keyv ra-
tips. Those industries with higher coet-
ticients have experienced more volatil-
itv. As expected. the resuits provide
support for the type of intuitive risk
assessments that we reguiarly make in
our rating judgments.

Not surprisingly, the auto and met-
als industries exhibit the highest vola-
tilitv. The food and health care indus-
tries exhibit the least volatility.

ft is interesting to note that the food.
heaith care and clothing industries
venerally exhibited less volatility than
the electric utilitv and telecommunica-
tions ndustries during the past 13
vears.

w-

supermarkets and restaurant chains,
which tend to offset the voiatility ex-
hibited bv speciaitv retailers.

From Table 2. we can see that the
telecommurucations companies have
experienced lower voiatility than the
average industrial company. Of
course. the telecormmunications indus-
trv was heavily regulated during much
of the past 15 vears. which conmbuted
to its relative stabilitv. What we reaily
need to look at is the volatilitv in an in-
creasingly competitive environment.
To get some idea ot the increase in
volatility that occurred as a result of the
breakup of AT&T in 1984. we iooked at
our telecommunications universe pre-
1984 and post-1984. The resuits are
shown in Table 3.

Prior to 1984, the Bell companies
were still part ot AT&T. which wasa
heavilv regulated companv with a mo-

Duff & Phelps Credit Rating Co. &P

. higher volatilitv than the local ex-
| change industrv. But once again, the
important point is that the higher risk
portion of the telecommunications in-
dustrv (the long distance industrv)
during the higher nsk period of the
past tifteen vears (1984 to 1993) still ex-
hibited below average volatility when
compared to the tvpical industriai
companv.

We believe the long distance indus-
trv otfers a useful comparison for judg-
ing the potential voiatility of the LECs
in a more compentive environment.
The two industries have many link-
ages.

The access revenues of the LECs are
nothing more than pavments by the
fong distance companies for the use of
the LECs’ networks for the origination
{ and termmnation of long distance calls.
« Theretore. iong aistance minutes of use
‘ generated by the

customers of the

m iies h i ‘s long distance carri-
totallv _elimi C ci of Variation ers are directly cor-
busg nsk. | ° Change Fixed Charge  PreTax Int. EBITOA reiated to the ac-

m in EBITDA Coverage Coverage Total Cap. cess minutes of use

rue that the - Telacom: pre-1984 0.67 0.08 0.08 0.02 provided by the
t Telecom: post-1984 0.46 0.18 020 0.07 LECs.

W Locat Exchange: post-1984  0.72 0.10 0.12 0.05 mA;n; Sistance

articula W The long distance urvverse consists of ATAT, MCI ang Sorint. The iocal exchange unverse companies are the

w conmsts of Amernacn, Seil Atlantic. BellSouth. GTE. NYNEX, Pacific Telesis. Southwestem natural competi-
impact of Bell and U S WEST. The telecommumcations universe is the comoination of the locai ex- tors for intraLATA
-;-;-}E—M change and the long aistance universes. toll calls now that
ba u ken Data: Comoustat Calcuiabons: Dulf & Phelos Credit Rating Co. competition is al-
by the electnc ytl: : " lowed in this busi-

itv_industry as it tried to recover its
massive investment in_nuciear tand
some coal) power plants in the 1970s
and 1980s..

Inflation and regulatory lag also
cause some voiatility in the utility in-
dustrvy compared with the relativeiv
inelastic demand for food and heaith
care, where higher costs are passed
along to consumers as they are in-
curred.

There were some results that
proved somewhat surprising. For ex-
ample, the volatility of the clothing and
retail industries was less than ex-
pected.

Bv further examining the underly-
ing data. we noticed that aithough the
financial performance of the compa-
nies that made up these two industries
appeared quite volatile, the combined
industrv data was much less so. in
other words, when one retailer posted
a poor vear, this tended to be offset by
the strong results of another retailer.
Our retail universe also encompasses

®6
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nopoly in local exchange operations in
most ot the United States and a near
monopoiy in long distance. After 1984,
AT&T's long distance franchise began
to erode rapidly. the iocal exchange
companies began to suffer growing
competitive losses. and ceilular opera-
tions became a growing (and more
volatile) piece of the cash flow stream
of the industrv. '

As expected, Tabie 3 demonstrates
a dramatic increase in volatilitv be-
tween these two periods. Yet notwith-
standing the significant increase in
volatilitv versus pre-1984, when com-
pared with industrial companies, the
post-1984 telecommunicarions indus-
trv has remained one of the least vola-
tile industries.

To break this down even further,
Table 3 also looks at the voiatility of the
fully competitive iong distance indus-
trv since 1984 and the increasingly
compentive local exchange industrv
since 1984,

The long distance industry exhibits

| ness in nearlv everv state. Theretore,
| the voiatilitv or the intraLATA toil
| business of the LECs should be similar
to the volatilitv of the intrastate long
distance business of the long distance
carriers.

Of course, we ex the local ser-

will remain supiech.tp only minimal
C ition i As are-

suit, we expect that the LEC industry
will exhibit less volatility in the next 10
vears than the long distance industry
has in the past 10 vears. Yet as can be
seen in Tables 2 and 3, the long dis-
| tance industry has exhibited more sta-
| bility in the past 10 vears than the aver-
age industriai company.

Although no one can estimate per-
fectly how volatile the eamnings and
| cash flow of the telecommunications
i industry will become in a more com-
petitive environment, our subjective
1 analvsis of the competitive forces fac-
ing the LEC industrv and our compari-
+ sonof the LEC industry to the long dis-
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tance inaustry lead us to conclude that,
aithousn the business nisk in the LEC
industrv is cleariy increasing, the level
of business risk is likelv to remain be-
low average when compared with
most industries.

The stable growth in volumes, rela-
tive lack 0 clicahi i
hrofit mareins and high barriers t -
trv all sugyest 3 modest busingss gsk

protile. Theretore, we do not believe
that the LECs will have to generate fi-
nancial performance equivalent to the
pertormance of the average industrial
company to achieve the same r:mm: in
other words. to maintaina ‘AA’

w ' T ca C
~ill have to achieve a ti v~
L e 72t

Total Debt ratio of 111" (the median
(993 fevels tor " AA’ rated industrials).

Althousihh modest turther strength-
Cing in quantitative protection mea-
sures will be required to hold credit
Juality at current leveis as business
risk continues to cscalate we do not
believe th

cloge the pap and match i ial
COI nv ntitatives to intain a
: -

,*/ In our view, the biggest threat to the
stabilitv of the ;E;; EEEE E!E would
be it markgt share losses occur in such
4 rapid fashion that cost cutting and
fevenues Irom. new services.are .not
ableto 1m
impa t 58S,
Compentive pressures will not al-
wavs impact companies in a stable and

iatelv ot

predlctable tashion. There are likelv to i

be vears when market share losses and
price cutting wiii result in lower credit
protection measures. Those companies
that generate continued improvements
in financial results todav will be better
able to withstand anv near-term pres-
sure that develops as a resuit of in-
creased competition. With a higher n-
nancial cushion. a modest short-term
decline in quantitative credit protec-
tion measures will not automatically
resuit in a downgrade. Importantly,
we believe the LECs can continue to
strengthen their financial performance
over the long term. Given sutfici

time to implement ;uEEi]v Elaged

initiatives, ¢ i 0y

new services, and underiving volume
b'rowtﬁ sﬁpuid allow tEe ;ﬁ EEEt

competitive market sha

3

Slowiv losing market share in a
srowing market need not alwavs lead
to detenioration or earnings and credit
qualitv. AT&T is a good example of
this principle. Between 1984 and 1993,
AT&T’s market share in the long dis-
tance industrv dropped from more
than 90% to less than 60" and prices
fell dramatically.

Yet, AT&T's long distance service
revenues still grew at a compound an-
nual pace of 1%. Its gross margin on
long distance services more than
doubled. from 57.8 billion in 1984 to
$15.1billion in 1993, a compound aver-
age annual growth rate of 7.7%.
AT&T's cash flow (funds from opera-
tion exciuding changes in working
capital and before dividends and capi-

1IT Commitment to Credit Quality

Qur bi t for LECs
W'I ualize the: .

with ! following th
eventual elimination ot rate of retuwn
JTeguialon.

Rate of return oversight gives all
utilities an incentive to maintain as
much equity in their capital structures
as the regulators will allow. Because
reguiators have allowed manyv LECs to
eamn the higher authorized equity re-
turns on equity balances of up to 60%
of totai capital. manv LECs have quite
logically capitaiized their companies
with a thick component of equitv.

These strong capital structures have
led to the large number or "AA’ and
‘AAA’ rated LECs.

In a fully competitive market, rate
levels (i.e.. prices) will not be set based
upon how much equity is in the capital
structure. As a result, we are concerned
that some LECs will rethink their capi-
tal structure goals and decide that the

" costs of a ‘AAA’ are greater than the

benetits of a'AAA". In other words. the
lower cost of debt that resuits from a
‘AAA’ does not offset the earnings di-
lution caused by having such a high
equity ratio.

This is especially true given that the
gap between LEC financial perfor-
mance and industriai company tinan-
ciai performance is greatest at the high-
est rating levels. In other words. the
costof a 'AAA’ is refativeiv higher ina
competitive environment.

Telecommunications as industrials ¢

tal expenditures) grew an average of
8.4% annuailv (from 34.9 billion to
$10.1 billiony, and its EPS growth rate
was 10.5% (from $1.25 to $3.08, ad-
justed to exciude one-time items).

The overall growth of the long dis-
tance industrv allowed AT&T to grow
revenues in everv vear, even while dra-
matically losing market share and cut-
ting prices. its strong earnings growth
was achieved through aggressive cost-
cutting etforts.

During that same time period.
AT&T’s pretax interest coverage {ex-
cluding its financial services opera-
tions which are appropriately lever-
aged at much higher leveis) grew from
3.0X in 1984 to 12.9X in 1993. Its debt
ratio (also excluding financial services)
dropped from 39" to 28%.

The decline in the debt ratio is even
more dramatic when vou consider that
AT&T has taken pre-tax write-offs to-
taling roughly 520 billion during the
same 10-vear period. The reduction in
the debt ratio was achieved despite

_these write-offs.
: dramatic__im in
ATé&]'s earnu it

mv that has stru ted to rvne in
an -

This is the gtog of a companv
t has thrived f i
f icti d

C 3 -
opoly. And it has thriv ed despite los-
ing 30 percentage pomts of market
share in a 10-vear period.

We believe it is not just a coinci-
dence that roughly one-third of the
telecommunications companies in our
universe are rated ‘AAA’ or'AA+’, but
less than 5°» of the industrial compa-
nies in our universe are rated ‘'AAA’ or
‘AA+

Nonetheless. ¢ven with the adop-
states, we believe the

Earmned returns are quite high
throughout the industry; therefore, the
LECs are extremelv wary of lowering
the amount of equity in their capital
structure. To do so will only increase
already strong carned returns and in-

7 @
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vite the increased scrutiny ot reguia-
tors.

Additionaily. althougn the average
LEC subsidiarv rating is 'AA’, the av-
erage rating ot the parent companies is
‘A", If the subsidiaries were to increase
leverage, the parent companies would
have to deleverage just to maintain
their current ratings.

Finallv, we ex

faster de able liv: Thxs wxll cause
reported debt ratios to jump to leveis
that better retiect todav's economic re-
ality. Because ot this. some companies
mav prove rejuctant to push debt ra-
tios even higher. As a result. rather
than seetng dramaunc changes wn capt-
tal structures. we expect that any
changes wiil be evoiutionary.

\We are more concerned In veneral
about the credit quaiity or the parent

LY Conclusions

tition has increased dra-
mam:allv in the LEC in
o so0. I he LECs' tinancial
performance will have to continue to
improve modestlv to ortset higher
business risk if credit ratings are to be
maintained. particuiarty i the "'AA’
and ‘AAA categorv. However, because
ot the strong tinancial perrormance of
the LECs in recent vears, the median
credit protection measures ot the LECs
by ranng category nave Lrown increas-
ingly closer to the meaian credit pro-
tectton measures generated bv simi-

j
i
}
]
i

comparues than we are of their subsid-
iaries. We conrinue to see numerous
investment opportunities that wiil put
pressure on the capttal structures ot the
parent companies unless these invest-
ments are nnanced in part with equiry.

Opportunities for investments in
local exchanee. cable TV, and wireiess
projects are likelv to abound. domesti-
callv and internadonaiiv. Depending
on the cost ot spectrum tn the auction
and the size of the population, or
“pops.” that each company or partner-
ship intends to bid for. personai com-
municanons services (PCS) couid eas-
ilv require investments ot 51-2 billion.
Programming investments wouid also
likelv pressure parent company credit-
worthiness.

However. it is imporiant to reiterate
that througn prudent management ot
the baiance sheet. companies commt-
ted to strong credit quanty wiil likelv

larty rated mdustnal companies.
: nsk will be

financual oerrormance of the LECs will
not have to be as high as the financial
pertormance of most industrial com-
panies wn order to maintain a given
credit rating.

8 Throukn revenues rrom new gg |

vices, cus s ’
derlving industrv voiume gmwth, we

It
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be able to mainrain credit quaiity.

A good exampie is the way that US
WEST offset the nsks associated with
its investment in Time Warner Enter-
tainment. Although Time Warmer has
a significant debt load. U S WEST com-
pleted a sizable equuty offering and ex-
ited from the higher risk financial ser-
vices businesses in order to maintain
its credit quality following the Time
Warner invesmment. U S WEST's acqui-
sition of the Atlanta cabie TV proper-
ties aiso was completed with a sizable
portion of eguity in order to preserve
credit qualitv.

U S WEST views the cable TV in-
dustry as one of its greatest competi-
tive threats. Most cable TV companies
are rated non-investment grade. There-
fore, U S WEST sees its credit strength
as a competitive advantage and has in-
dicated a desire to mamntain or im-
prove its ratngs in the tuture.

believe the s can mod-

Therefore. \w¢ COOtEIMR.IR SARBELEED
eraily stgblé ranng trende fox the LECS
over a two to tour %m ;

R We believe there is relatively
more downside potential in the ratings
of the parent companies and of those
LECs currently rated ‘AA+ and
"AAA’. Those that choose to maintain
credit ratings shouid be able to do so.
Beware of those that are not fully
committed to maintining credit
quality. &
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£\ Methodology of Calculating Volatility

We have measured volatility bv cal-
culating the coetficient ot varation tor
four separate measures ot financiai
pertormance over the past 15 vears.

The four measures that we iooked at
are the percent change in EBITDA,
fixed charge interest coverage, pretax
interest coverage, and EBITDA to total
capital. The EBITDA and pretax inter-
vst coverage are two ot the most basic
measures of credit quaiitv. As such,
however. thev sutfer from one rlaw
relative to the purpose o this studv.

Any interest coverage caiculation
can tluctuate as a resuit of vanabilitv in
camings and cash flow or as a resuit ot
changes in the company s capital struc-
ture. in other words. interest coverages
rerlect business and financiai risk. Inan
erfort to soiate business risk, we
looked at the percent change in
EBITDA and the EBITDA to total capi-
tal ratio.

Although EBITDA to totai debt is a
more traditional indicator of credit
quality, EBITDA to total capital is an
indication ot the cash returmn on total
investment. whether that investment is
supplied bv debt holders or snarehoid-
ers. Changes in this ratio, therefore, do
not retlect volatilitv caused bv changes
in the capital structures of the compa-
nies being analvzed. This ailows us to
better compare the relative level of
business rnisk between industries.

We compiied from Compustat the
annual financiat informanon needed to
calculate these four ratios for approxi-

matelv 440 companies over the past 15
vears. We then divided the 440 compa-
nies into 23 industries.

We added the individuai companv
informarion to derive an annuai indus-
trv EBITDA figure and divided this bv
total industrv interest expense to calcu-
late our industrv EBITDA interest cov-
erage for each vear. it should be noted
that bv comoiiing the data in this man-
ner. the industrv ratios are essentiaily
the weignted average ratios of the com-
panies that make up each industrv. Al-
though there are i3 companies in our
automottve/ trucking industry, GM,
Ford. and Chrvsier dominate the in-
dustrv totais.

We then caiculated the coetficient of
variation tor each ot the 13-vear series
of industrv ratios that we derived. The
standard deviation is the basic mea-
sure of volatilitv used bv statisticians.

However. the standard deviation is
size-dependent and therefore is not
comparabie between industries with
different absolute leveis ot EBITDA or
interest coverage.

In other words, if the calculated
pretax interest coverages for two sepa-
rate industries happened to be equally
variable. but the average level of cov-
erage in one industry was 5.0X and in
the other it was 10.0X, the second in-
Jdustrv would have a standard devia-
tion twice the standard deviation ot the
tirst industrv.

The coetticient ot variation adjusts
for this data differential by dividing

{
¥
[
!
l
!
|
| component (GE) industries. This iump
I
|
I
|
|
|

i the standard deviarion of a sampie by
+ the mean or the sampie. The coerfi-
! cients of variation tor each rato over
t thepast 15 vears sorted by industrv are
i whatis shown in Table 2.
| We made very tew adiustments to
| the raw data provided by Compustat.
In 1988, U.S. GAAP required that fi-
nancial statements begin to consoiidate
the financiai services subsidiaries that
previously had not been consoiidated.
As a result, there was a signiticant
jump in the data in 1988 for the auto
(GM, Ford, and Chrvsier) and electrical

introduced artificial distortion into the
numbers and as a resuit, the coerficient
of variations shown in Table 2 for these
industres retlect onlv the vears prior to
1988.

We puiled from Compustat oniv
data items that exciuded non-recurring
or unusual items. However. we did
notice that the data inciuded the im-
pact of very large non-cash, non-recur-
ring items for AT&T in 1986 and Co-
lumbia Gas in 1991. We adjusted the
data to correct this error.

Although there are other adjust-
ments that might have been made to
the data, checking and adjusting the
more than 130,000 data items that
made up our study is bevond the scope
of this studv (and the patience of its
authors). We were atter order or mag-
nitude differences between the indus-
tries, and the data clearly supports our
intuitive expectations. ®
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¢ Telocommumeations as industriais

Industry Growth Rates
1979 -1993
, Operating
Revenue EBITDA Income

Industrv (samore size) CAGR*1°;) CAGR(%) CAGRI©:)
Qil (29 1.2 -0.6 41
Metals (19) 2.4 Q.1 4.2
Diversidied ingustnals 21) 32 43 3s

. Natural Gas (15 34 3.0 2.1

i Chermcal 19 43 49 34

. Telecommunications. post-84 (11) 45 35 49

| Machmery (21) 5.3 36 2.4

| AutossTrucks. pre-88 (13) 5.5 8.1 8.2

| Composite. exciuding utiities (406) 6.2 57 46

| Electnc Uity (24) 6.7 8.2 77

© Paper(in 6.8 49 28

! Agrospace:Defense 112) 7.0 74 7.1

. Consumer Products (27} 78 6.1 55

© Hometunding/Furnisnings (13) 79 6.9 6.4
Communicatuons/QOffice Equin. (10 8.0 18 2.4
Eiectncal Equioment. pre- 88 (16) 8.4 3.3 70
Trangponanon (16) a3 90 7T

+ Food/Beveraqe (23) 98 nz 1.4

i Media(17) 10.0 118 10.1
Heaith Care (30) 10.1 18 11.8
Services (18 10.1 12.8 11.8 ;
Computer Svstems/Software 21) 105 a3 1.3 -
Retadl (38 10.6 10.9 10.2
Clothing (11) 1.4 138 14.4
*CAGR= Comoound annuat growth rate

o g g e o~ P e e

; Average industry Credit Protection Measures

! 1979 - 1993
~ixed Pratax
Charge ‘nterest EBITDA/ EDITDA
. Coverace  “overage  Total Capital  \largm
| Naturai Gas 2.0X 21X 19.1% 14.8%
i Electric Uulity 24 25 15.5 33.9
Transponation 286 32 193 16.3
Diversified industnais 28 28 19.4 15.0
MactenerysDiver. Manuf. 2.7 29 19.1 121
| Retml 27 33 215 77
Metais 28 3.0 15.7 125
Paper 29 3.0 17.7 14.2
Autos/Trucks (Pre-'88) 32 35 27.1 98
. Telecom. (Post-'84) 35 38 278 29.4
Composite - excl. utiiities 36 41 239 14.2
Chenmwcais 37 42 26.1 175
Commun.Office Equip. 37 48 23.1 15.4
i Services g 3.3 24.1 13.8
i Qil 14 5.1 28.0 15.7
© Homeouiding/Furmisnings 45 5.0 20.7 10.6
' Media 16 57 25.0 209
| Consumer Products 18 5.5 26.0 11.0
|  AerospacesDefense 5.1 6.8 29.1 10.0
| Food/Beverages 52 5.7 28.2 15.3
' Clothing 8 92 29.1 13.1
| Comoutsr Systems/Sottware 57 9.4 30.4 226
Electncal Equipment (Pre-'88) 37 3.2 2B8.3 '35
Health Care 3.0 36 304 223

Duft & Phelps Credit Rating Co. &P

8 Suppiemental
Comparative
Data

Tubles 4 and 5 provide additional in-
sights into the differences between the
23 industries in our studv and is pro-
vided primaniy as suppiementai data.
Table 4 compares the growth rates ot
each of the industries. Because the
AT&T  divesuture  dramatically
changed accounting practices within
the industrv. we have shown the
growth rates of the telecommunica-
tions industrv oniv since 1984. After
divestiture, one of the primary expense
items for AT&T (access costs) became
one of the maior revenue items tor the
locai exchange industrv taccess rev-
enues), resuiting in double counting ot
revenues relative to reported financiai
statements prior to 1984.

Table 5 compares the 15-vear aver-
age level of various ratios by industry.
The strong margins and steady growth
potential of the telecommunications
industrv are exhibited by the data in
these tabies. @

Data: Compustat
Calcutabons: Duft & Pheips Crear Rating Co.
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